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From: 

Subject: 

a _ 

Mr. Richard Johnson 
Mr. Mark Xsson __ 

Pristine Cazadd 

Valuation of Low Tncome Housing Proiects 

Date: July 17, 1998 

This is in response to your June 29, 1998 recuesr for research and analysis of the legai issues 
peArmining to the vaiuation of low income housing.. Please see.the following in regard to 
answcringthe speciic questions to be addressed. We recommend that a.new letter to 
assessors be issued on this topic. 

1. What are the legal uaramerers of the 515 urognm and the 226 uroietts under the 
federal law and should the:r be treated the same for urouem tax vaiuation pumoses. I 

The low income housing pro_- cotiruting the subject of this inquiry were oxigi.nalIy 
enacted and amended by the US. Congress at differem time periods and under drfFerent 
enforcing agencies. The pro_- characterized as “Section 235 and 236” housing was created 
under the 1968 Nationai Housing Act as a means of providing government support, financiig 
insurance, accelerated depreciation, and prefe.rred returns on equity to private 
corporations/entities, quasi-gove.mmentai agencies, and nonprofit organizations which 
construct and operate low income housing projects. The Department of Housing and Urban 
Deveiopment (HUD) is the supervising agency, with local housing authorities afso having 
substantial power to determine the location, desim se&ion of contractor, and other matters 
pertaining to the development of these housing projects. 

The program characterized as “Section 515” housing was created under the Housing Act of .._. 
1949 as a means of providing govemme.nt support, financing, insurance, acceIerated 
depreciation, low cost loans, and other benefits to private deve!opers, quasi-governmentaL. 11 - r y 

agencies, and organizations which construct low income housing under urban renewal and to 
t3.l the post-war housing shortage. The Farmer’s Home Administration is the overseetig 
agency. 

Regardless of origin or of the oversight agency however, the determination of whether the 
owners of these and other low income housing projects will receive any available tax credits, 
benefits, and incentives is now made by the Jnternai Revenue Service. In revamping the system 
and repealing former tzx shdter and deduction provisions in 1986, Congress brought all low 
income housing projects under Section 42 of the Inter& Revenue Code as part of the Tax 
Reform Act of 1986. The purpose of this section was to give private equity investors vaiuable 

- 
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tax incentives in return for spending their money to buiid the needed amount of low income 
rentai housing units in specific locations and to operate such housing units for a long enough 
time period e.g. 15 years, the “c&npiiance period.” The tax credit system established in 
Section 42, authorizing low income housing credit (“LEE”) is the sole method adopted by 
Conpss to accomplish this objective. Since that time, the IRS has authority to gtAi@ (or to 
deny) numerous types of housing programs under Secrion 42, in addition to those mentioned 
above. Some ofthese are Section 8 and Secrion 221(d) HUD pro--s and Secrion 502(c) ’ 

FmHA pro-grams. 

Thus, the main issue, for properr tax vaiuation purposes, is not so much the type of housing 
projec-, but r;vhether and to w_hat egent the project being,xppAsed qualiiies for the LIHC 
under Intemai Rkenue Code Section 42. The availability and amoum of LIHC is the 
foundation for encouraging investors to participate in these projects, because it is speciicaily 
designed to compensate the investors for receiving little or no cash fiow due to reduced rents 
from low income tenants. for the 15-year period. Under IRC Section 38, a credir (LMC) 
against the taxpayer’s ner income tax shail be allowed for his/her investment in Iow income 
housing under Section 42(a). As such LJHC is the basis for caicuiaring the inre.mai rate of 
remrn for the investors in any given project. 

. -. <___ _-- : _. ____. _ __ _ ___ _--.... .~ ---.. --~-.---- _.____ _ __ .__ ..-. -. .- -.- 

0. 
The following discussion summarizes the parameters of LIHC and its efFect on the value of a 
proj~~-&~_ __z--zFz- ‘-._.-=c. -- 

__ __ ..__ - _. -. _ .._ _ .__ -_ .--- ..__.~. ._ _. :_ - 

& What is the criteria for a&extent &LIEIC fdr aualified low income housing pr&cts 
under IRC Section 42? 

a, Basic summary of criteria for and extent of IJHC. 

As enacted, the amount of LMC for any qualified low income buikiing in a taxable year in the 
credit period is an amount equai to the applicable percentage of each qua&xi low income 
building. This applicable percentage is generally 70 percent value credit for new buildings and _ 
30 percent value credit for certain oider buikiings, unless substantiaUy rehabilitated. The tax 
credits (LEK), taken over a period of 10 years (the lo-year credit period) are avaiiable only .e 
for buildings that retain their low income stams for a minimum of 15 years (the 15;year 
compiiance period). Although numerous modifications to certain aspects of the LMC system 
have occurred, the Revenue Reconciiiation Act of 1993 permanently extended LEE 
indeiiniteiy. 

b. Projects and Buiidings which qualify. _. 

LIKC is available& to owners of a “qualified low income housing project” or a “quaiiiied 

a 
low income building.” A “cuaiiiied low income housine nroiect” is one which is “residential 
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rentai property’ (as defined in IRC Seczion 103), some or ah of which meets the Iow income 
sex-&de requireaents under IRC Section 42 (g)(I). Unlike projects or buiidings financed with 
tax exernpr rentai housing bonds, a “qua&ied low income housing proje& may inciude 
numerous buildings, residential hote!s (even though dining and other activities are included), 
and projects with fkncrionai.Iy reiated and subordinate facilities (recreational, parking and 
Iaundry faciiities) as long as no fees are charged, or fees are re.tided to the residents at the 
end of their Lease. 

A “auaiiiied low income buiidine” is one which during the 15 year compiiance period 
is part of a “quaWed low income housing projecr” and is subject to the depreciation schedules 
under IRC Section 42(c)(2), (usually thi; 27.5 year strakht line schedule). A “quaiZied Iow . .__ .- 
income buihiing” may inciude an apartment buiIdin_e, a single-family dwelling, a townhouse, 
rowhouse, dupiex, manufactured housing afExed to. resf prope.T, or 3 condominium. It does 
nor in&de projects or buildings receiving assisttce under Section 8 (e)(2) of the Housing Act 
of 1937, or under the Homdess Assistance Act of 7988, or benefits under a cooperative 
housing or tenant stockholder corporation. 

c. Low Income and Rent Restriction Requirements. 

IRC Section 42 establishes that a minimum number ofunits are (i) rent restricted and (ii) 
octxpied by low income tenants during the 15 year compliance period. Thus, in order for a 
low income housing project to qualify for LIHC, one of two tests must be met. Fi at least 
20 percent of the.project must be occrinied by households with incomes at or beiow 50 percent 
of the area median income; or, second&, at Ieast 40 percent of the project must be occupied by 
househofds at or below 60 percent of area median income. It is important to note that rents 
a by tenants in low income units are restricted to 30 percent of the quah&ing tenant income 
(i.e., 50 - 60 percent of the area median income) including utilities.’ 

A housing unit is considered “low income” if: (1) occupied by tenants with incomes meeting 
desi_enated income requirements (at or below 50 - 60 percent of the area median income; (2) its 
rent is restricted; (3) the unit is suitable for occupancy (4) the unit is not used on a transient 

.- bssis (less than 6 mon_t&);_a@(5) the.occupants are-not ail students. The income limit 
established by HUD and approved by the IRS for a given period must be met at the time the 
low income housing project or buiiding is placed in service. Thus, a decline in the are median 
gross income after the date the limit is established WilI not require a‘fkher reduction in rent. 

In regard to the rent restrictions, the gross rent paid by the tenants in the low income units may 
not exceed 30 percent of the qualifying income standard applicable to that projec: or building 
( i.e., 50-60 percent of the area median income). To provide project owners with certainty that 
the rent will be received, IRC Section 42 (g)(2)(C) provides that the rent restriction is based on 

* IRC Seaian 42 (g)C2). 
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the mxnber of bedrooms, rather than the number of persons, occupying the unit ami the 
impured income limit appiicahie to that tit (with respect to the LIE3C credit allocated). 

Each state is assigned a limited amount ofLlHC for allocation among housing projects. State ‘2 
and locai housing credit agencies are authorized to allocate credits for that state, and oniy to 
projects where the housing owner commits to providing long-term, low income housing. In 
California, the amount of credit allocated to any housing owner must be authorized by the > 

Caiifomia Tax Credit Allocation Commirtee, and is based on the project’s need for the cedir in 
order to be econom.icaUy fkasibile. Excepr for projects or buildings financed wirh certain tax- 
exempt bonds, numerous types oflow income housing projects may qualify, bur oniy those 
witi aiIocated credit urldcr$+on 42 are endried to L?HC.’ Buildings not eiigiiiie to receive 
credit allocations tier 1989, may &&ii@ however, if an “extended low income housing 
commiunent” (ii the form of an agreement) is executed between the taxpayer and the 
allocating agency. The agreemexkmmirment sex forth the compliance requiremenrs 
(discussed b$ow) and is binding on ail +~ccessors @otexiiat buyers). 

d. Determining the building’s LIIZC - Wigible basis of building costs” and 
“Qualified basis attributable to iow income units.” 

The avaiiability and size cakuiaion of the LIHC is extremely important, because id dete.znines 
the equity investment that +II be raised for a gven project. The predominant benest to the 
investor in such projects is the tax savings resuiting f7om the credit itsell: Since investors wiil 
rareiy receive &y c&h fI ow, the LIHC and some tax losses are the sole componmts of the 
investors’ return of or on his investmen& i.e., his yieid. LIHC is caicuiated on the following 
three factors: (1) the “eiigible basis” of building acquisition or construction costs; (2) the 
“q&&d basis” attributable to the low income units, and (3) the annual LXHC based on the 
qualified basis and appiicahie credit percentage, together with the LIHC proration during the 
first year of the credit period. 

(1) ElieibIe Basis: The “eiigibie basis” of a newly constructed building & of an existing 
building that is “substantiaily rehabilitated” is its adjusted basis attributable to acquisition, 
rehabiiitation, or construction ~sts for the entire building (not merely the low inmme units)_ 
Its adjusted basis reflects the costs before kst-year deprecition of the build& (usually at the 
end of the &st taxable year of the lo-year credit period). For existing buildings allocated 
credits tier 1989, the eiigibIe basis is zero, except in cert& situations where, for -exampie, the 
building is substantially rehahiiirated, or is acquired by purchase, or was not previousiy piaced 
in service during the past 10 years. For new or substanrially rehabilitated buildings after 
1989, the LIHC eligible basis is 100 percent ofthe cost3 An added tax benefk is that the 

__ 
- 

- 

’ See IRC Sec. 42(h)(6) and (h)(4). 

a 
’ There is an exception under IRC Section 12(f)(5)(B) for ax-rain acquisitions of aider, federaily assisted 
buikiings not substantially rehbilitatci. 
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eligible basis for new buildings in “high cost are&’ (designated by HUD as ViiKcuit 
deve!opment areas”) may be increased by 30 percent, that is up to 130 percent ofthe buiiding’s 
cost. 

The eligGoie basis of a buiiding must be reduced however, by the amount of any federai _eranrs 
made to a project witbin the IS-year compiiance period. SimiMy, the eligible basis is reduced 
by an amount equal to the outstanding balance of any federaily subsidized loans (“interesr ., 
subsidies” per Setion 402.9) re!ated to construction or rehabilitation, ifthe project owner 
wishes to take the 70 percent present-value LXEK Thus, once the “eiigiiiie basis” of a buiiding 
is established, it cannot increase, but it may decrease ifsuch federal grants or loans are 
recc;kd. The owner’s remedy is to deco to reduce the buiiding’s eiigiiile bk i!y the amount 
of the federai subsidy 
basis. ’ 

and use the higher appiicabie percentage for the remainder ofthe e$iiiie 

(2) Qualified Basis: The qua&d basis of a building is the fkcxion of the building’s 
eligioie basis that is “attrioutabie to the low income units.” The qutied basis is then 
muitiplied by the appiicabie LIEXC percentage, in order to caMare the LIHC amoum ezch 
year. ,’ 

_-. . 
The qualified basis cakuiation is based on the Iesser of 6) the “unit fiactio~” which is 

the ratio of the number ofthe occupied low income units divided by the totai, or (ii) the “floor 
space f’ractioq” which is the mio of the ff oor space of the occupied low income units to the 
totai floor space of the rentai u&s in the building. As noted above, a “low income unii’ is any 
rent-resuiczd unit ocxpied by tenants meeting the income limitation for that unk6 As an 
example, ifthe eii@ie basis ofa building’s cost is $200,000, and 50 percent ofthe u&s are 
occupied by low iricome tenants, and the floor space of these low income units is 45 percent of 
the totai floor space for all units, the “qualified basis” is $90,000 (which is the lesser of 50 
percent or 45 percent, times the eiigibie basis). 

-- 

While the “qualified basis” is based on the units actua.Uy occupied by low inwtie tenants in the 
first taxable year that t.iik building is piaced in service (usually on the last day of the fk year), - 
it must be maintained continuously during the &year compliance period in order for tie LIEK __.._ _._ 

_ _ IO-be .tio&ted over the fX i&ye& petid. The “qudified basis” in the building may be 
increased in subsequent yes, if additional units become low income occupied, or if *he fI oor 
space of low income units is increased. When such increase occursj the LIHC is daimed for 
the added quaUied basis at a different rate.’ 

* See IRC Secion 42 (i)(Z). 
’ IRC Section 42(a). 
6 IRC Section 42 (i)(3)(B)(ii). 
’ IRC Section 42 0(3)(A)(i). 
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(3 Annuai LIHC based on the oualified basis and anoiicabie credit nercentaee. with the 
LIHC ororation in the fkst vesr claimed. 

The actuai amount ofLE?C is calculated by muitipiying the quaiiiied basis attxiiiurahie to the ’ 
low income units in a building by the applicable LIHC “credit percentage” allocated to the 
building (through the authorized credit agency). For buiidings piaced in se&ce in 1087. the 
maximum credit percentage is either 9 percent annuaiIy for 10 years (i.e., total LIHC of90 ’ 

percent over IO years), or 4 percent annuaiiy for 10 years (i.e., 10 percent over 10 years). The 
9 percent LIHC is available for new construction and substantiai rehabiiitation costs, whiie the 
4 percent is avaiiabie only for building acquisition and substantiai rehahiiiration costs. 

For post- 1987 btiiidinrrs, the 9 percent (for new construction and substantial rehabilitation) and 
4 percent (buiiding acquisition and substantial rehabilitation) annuai LIKC credits are adjusted 
so that the present vaiue ofthe credits taken over 10 years equafs 70 percent and 30 percent 
respectiveiy. Simiiariy, for buiidings piaced in service after 1989. the 70 percent present- value 
credit is avaiiabie for,new construction and substantiai rehabiiitation costs aiiocabie to 1 or 
more low income units which meet the requireaents, and the 30 percent is avaiiabie for 
buiiding acquisition and substantial rehabiiitation costs within the criteria ..- -.. 
The amounrWof I%C in the first year claimed is based on the number of months the iow 
income units are occupied. This first-year proration also appiies to LMC for the quahEed 
basis added aiter the first year. Any unused portion of the first year’s credit for the additional 
quahfied basis may not be recovered subsequently. 

e. Disallowance of the Credit, 

There are severai limitations on the allowance, timing and amount ofLEE allocated to and 
useabk by every project. 

(A) During the East year, any.LlHC is disallowed (and must beadjusted) for 
any months that the low income units were not occupied. 

- (B) No LIZ is allowed ifthe owner of a qutied project does not have an 
ailocation from, or a binding commitment with, the state’s housing credit agency. Once 
the credit is so authorized, the LIE32 for that project is limited to the amount allocated. 
There is a special exception for owners of projects where at least 50 percent of the 

land and building is financed by tax+:tempt bonds, in which case an allocation ofLlHC 
may be made by the supe.rvising federal agency. 



M-r. 
Mr. 

Richard Johnson 
Mark Nisson 7 July 16, 1998 

(C) mC may be ciaimed only during the IO-yex credit period designared for 
that projec;, lx&&g with the first year the building is piaced in service or in rile 
second year, ifthe own& has made the election to do so.* 

@) Noncompfiance with the 15- year compliance period occurs because IOW 

income occupancy is cot maintained continuously throughour this period (starring at 
the beginning of the f%t year of the LIE credir period). Noncompiiance means loti 

income units are renred to non-low income tenants._ Noncompiiance triggers a 
reqxure ofthe LIHC, discussed below. 

d. The Recapture of IJHC and Penalties. .. . y I 

As previously noted, the quaEied basis for LIHC musr be maimained throughout the 15-year 
compiiance petiod, beginning on the first taxable year in which the LIHC is claimed, even 
thou& the UHC is taken over a lo-year period (referred to as the “acceierated portion” of the 
UHC). If i compknce failure occurs during the 15-year period, it triggers recapture ofthe 
accde.ated potion of the LIEIC during the IO-year period. When recapture is triggered, no 

_ LIE is allowed for that year. Thus, the owner must pay recapture on the disailowed LIHC 
_ - -~ ..--~- tili Bc%G% %ii$est, -%hi& i’s not deducxibie. 

a Some of the events which trigger non-compiiance and recapture are: (i) failure to rent qualified 
low income units to low income tenants; (ii) a compiete or partial change in ownership within 
the 15-year compiiance period, uniess the seller posts a bond satiskc~ory to the IRS (usually 
equivaient to the total credits ciaimed by the owner) and produces evidence thax the buiiding 
will meet the low income occupancqr requirements for the remainder of the period; (iii a 
federai subsidy is used to rekance the building; and (iv) failure to restore or recanstruckthin 
a reasonable time, any portion of the building damaged or destroyed by a casualty loss. In 
VimzaiIy ail cases, the owners take every step necessary to avoid recapture of any LIEXC, 
inch&g in change in ownership transactions posting the necessary bond and_iig that the 
new owner wilI receive the same qualified basis, LIEIC percentages, and remzining compiiance 
period as the original owner. 

3. To what dmee does LIEIC have m effect on the valuation of the orouercv? 

a. Value of the T~I: Credits. 

AS dkxssed above, Congress was fully aware of the fati that the low rents needed to achieve 
the targezing level ofthe low income te.nants would not be able to support the till amount of 

a 

’ LIHC is daimed by the owners fiiing Form 3586 (Low Income Housing Credit). The annuai stateznex filed 
wirh the IRS (in addition to the owners tax retumj is Form 8609 (Law I.ncane Housing Credit Allcution 
Gxtificxion), which is use4 to obtain the housing credit ahation. 
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the mortgage financing and conskrion costs. Thus, the mimary purpose ofthe tax credit 
sysre.m in IRC section 42 was to make the LIHC “sticiently generous to offset the effect of 
these !ow rents”.g Although no credit is dowed on the land, the amount of allocated LIX on 
the buiiding directly relates to the r-are of return or yield that the investors expect to receive for 
their investment in the building and its operation. 

The amount that a willing buyer would pay for such a project denends in large part on the ” 
credit itse!f The rate of return for the investor in a low income project is composed ofthree 
major items: (a) the LIE, (b) any cash flow from rhe operation and/or sale of the project+ and 
(c) the tax be&t (cost) of taxable losses (income).10 Since the major tax benest is the LMC, 
projecrs which have r e&red less credits, wiil produce less -in investor yieicis. For exam&in 
projecxconstructed or operated with proceeds from a tax exempt bond, less than haif ofthe 
tax credits are allocated than in projetxs buiit with taxable bonds. Uniess tax losses related to 
that low-credit project are increased, the yie!d to investors wii.I be reduced, thereby reducing 
the artractiveness and value of the projecr in the marketpiace. A popular way of increasing the 
tax credits available for a tax-exempt bond project is to utiiize the building rehabiiitation credit 
(IRC Section 47 - tax credits for costs of restoring or rehabiiitating historic buildings) and the 
low income housing credit (LIHC) in tandem, in which case the net tax benefits achievable by 
combining the two can exceed the bene% of using-either aione. ti an exampie showing the 

a 
vaiue of-he credits taken together and taken individuaily, see the attached appendix A. 

b. Application of Revenue and Taxation Code Sections 402.1 and 402.9 to ___.~__._. _ 
Brojects with .Abc&e~IJHC. - _ _.-‘_ 

In prtious letters to assessors the Board s&has advised that pursuant to the relevant 
Revenue and Taxation Code provisions above, low income housing projects financed under 
(HUD) Section 236 of the National Housing Act are (1) restricted propeties within the 
meaning of Section 402.1 and should be vaiued as such, (2) that the income approach is the 
preferred valuation approach for these properties, and (3) the band-&investrqent method is _ ._ 
the appropriate mettod for deriving the capitabzation rate. Beginning in September 1979, 
assessors were advised of le@ation codiied in Section 402.9 stating that in determining the . - -. - 

income to be capitaiized when valuing these prope.rties, “the assessor shall not consider as 
income any interest subsidy payments made to a lender by the Federal gove.?unent” for 
financiig such projects (ii the form of low cost 10ans).‘~ 

Recently, the Fist District Court of Appeai issued a decision inMssiian Housin,a Development 
Company v. City and County of San Francisco (1997), 59 Cal.App.4th 55, stating in part that 

’ ‘%x .Management Mukisnte Tax,” Portfoiio No. 177, p&27. 
lo “The Tau Magazine,” July 1997, Cosr Segregation Studies Improve hvesror Yie!& in Low Income Housing 

a 
Tax Credit Projects, Michael J. Novogmdac, C?A 
‘I kterto .kszssors No. 79/37, p. 1. 
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the assessor’s reliance on the band-of-investment method for deriving the appiicabie -- 
capitakation rate is proper, and that the inciusion or exciusion of interest subsidies (Fer 
Section 402.9) is entirely irrelevant when using this method. At issue in the valuation aspect of 
the case were the two difkent methods of deriving the capitalization rate under Rule 8 (g) in 

regard to the valuation of several “Setion 236” low income housing projects Financed in part 
by low interest loans from HUD. 

The project owners (taxpayers) sought to prove that the band-ofkveszment merhod was 
arbitrary and vioiated standards prescribed by law. In this regard, taxpayks contended thar the 
assessor (1) failed to discount assumed mortgages to their cash equivaients, and (2) erred in 
deteti-ing the applicable qitalization rare. Responding 10 the& contenric$ .ri?c court 
held that Rule 4,‘in reqiring the use of the comparable sales approach, is not appiicable when 
the assessor is using the band-of-invesxnenr mezhod governed by Rule 8, Since Rule 8 does not 
reouire discounting morceaees to cash equivalents. As to the second contemion, the court heid 
that the requirement undk Setion 402.9, to conve,z to a cash equivalent any imerest subsidies 
and exciude that amount f?om the income sxream, is aiso not auuiicabie; sinct ir is only relevant 
where the comparable sales method is used to derive the czip rate. In the words of the court, 

“Taxpayers’ argument again assumes the use of the comparabie sales method of 
deriving the capitaiization rate. We have already conciude4 however, that the assessor 
properiy used the band-of-invekent method to caicufate the applicable capitalization 
rate. As we exxiained previousiy, under this method, the capitalization rate is derived 
by using a weighted average ofthe debt and equity for comparable properties. The 
inciusion or exciusion of interest subsidies and the proper valuation of mortgages is 
entirely irrelevant to this method.” @. 87) 

Thus, even though the court never addressed the issue of low income housing credits (LIEI’C), _._ 

it citied the very narrow appiication of section 402.9 to 236 housing projects only, and to 
strict construction of the kuqage in the stamte. 

_ 

Based on the foregoing case Iaw and on the 1986 the adoption by Congress of the LIEC _. _ 

provisions in IRC Section 42 together with the reneai of the previous (i) accelerated 
depreciation, (ii) the 5-year amortization of rehabilitation expenses under IRC Section 167(k), 
and (ii) the expensing of interest and taxes, and (iv) the availability and benefits received fom 
various deductions, the following ccnciusions may be drawn: 

- First, Se&on 402.9 is not auoiicabie to projeczs vaiued under Rule 8 and the band-of- 
investment method of deriving the capital&ion rate. Cash equivalency is re!evant only to the 
comparabie saies approach in Ruie 4. 
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- Secondly, Stion 402.9 is not aoniicsbie to projects with aflocated LIHC under IRC 
Section 42 for the following reasons: 

(a) It was adopted in 1978, long before Congress passed the tax credit system (LIHC> 
consolidated in IRC Section 42 with the repeai the eariier tax incentive provisions in 
1986; 

(b) As discussed in some deraii above, LIKC is notan “interest subsidy payment” 
described under 402.?, but is the major component in presem worthing the income 
stream of ail low income housing projecrs; 

-&n p i * a p ymg the income.merhod (the preferred method ofvaluation for these 
properties) under Rule 8(g>, the band-of-investment method is proper for dete.rmining 
the cap rare, since it is the same method by which the investors in low income housing 
projects with LIHC calculate their rate of return. I2 Accordingly, the assessor should 
establish the present worth oftbe future income stream of a housing project- which is 
allocated LIHC, by considering (among other factors) both the rental income at its 
restricted rate (pursuant to the authority of Section 402. l), as well as the amount of the 
LIHC allocated to the projecr. The reaiity of the credit system for low income housing 
projects under IRC Section 42 is thar the anticipation of income from such projects in 

-. the markerpiace is based on these two Etczors (the primary one being the LIHC); 
. - . . __- .._ - . ____.___.. .- __. ._ 
- Thirdly. ‘Secrion 462.9 is andiicable oniy to 236 projects without allocated LIHC and 

in a manner consistent with our previous Letters to Assessors and the Mission Housing case; 

- Fourthly, Ruie 8 requires and section 402.9 does not preclude the capitahzarion of ail 
net benefits of a types of low income housing projects, inciuding the benefits of LIHC. 

Given the recent questions received from various assessors and the changes in-the law, revised 
advice based on these conclusions wouid be appropriate. 

KEC:ba 
Attachments: 

Cc: Mr. Larry Augusta 
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_ 
A.Pl?ENDI;‘(: 

Valuation bf Older Low Income Housing Projects 

E?rampie: Taxpayer purchases an older structure which quafii?es for the 20% rehabiiitation 
credit for S2,000,000, of which S200,OOO is ailoc&Ie to the iand. Taxpayer thereupon expends 
S3,000,000 on qualified rehabiiitation e.xpenditures, converting tie building into an apattment’ 
projm and daims the 20% rehab credit, In addition, Taxpayer rents 40% of the project to 
low-income tenants, as defined for purposes of the low-income housing credit, and othe.wise 
qua&s the project for the low-income housing credit. 

The anntrai tax b&rests for which the project with both rehabiiiuxion credit and low-income 
housing credits are as follows: 

Amount of One-Time Credit: 
Rehabiiitation Credit: 
(s3,000,000 x 20%) 3600.000 

Amount of AuxxaI Credit: 

?? Low-Income Housing Credit Acquisiuon: 
S1,8OO,OOOx40% x4% s 28,500 

Rehabiiitation: 
%3,000,000 - 600,000 = 
%2,400,000 x 40% x 9% 86.400 

Total Annuai Credit %I 15.2oo/vr** 

Amount of Annual Depreciation Benefit: 
S4,800,000 - 600,000 = 
S4,200,000 + 27,5 x 28% 

Totai Annual Benefit 
s 42.764/K 

: $a,ziz2&. ._ -._ - _ - 

E the annual tax benefir on same projevc c* of which oniy low income housing appiies is as 
foilows:: 

Amount of Annual Credit: 
Acquisition: 

%1,800,000 x 40% x 4% 
Rehabilitation: 

53,000,000 x 40% x 9% 
Total Annuai Credit 

s 28,800 

108.000 
%136,8OO/yr. 



Mr. 
LW. 

Richard Johnson 
1Mark Nissan 12 

Amount of Annual Depreciation Be&t: 
S4,800,000 + 27.5 x 28% 

Totai Annual Benest _ 

S 48.5743 

Juiy 16, 1998 

Thus, the cost to Taxpayer of cGn,ing the rehabiiitation credit was a reduction in tax benefits 
of 527,709 per year for 10 years. The benerir, however, of an additionai first-year credit of 
S600,OOO would more than offset the discounted present value of $27,709 in annual 10s~ or"' 
ben&ts over a IO-ye-ar period.’ 

’ “Tax ?&IEX~PILEI&” Potioiio No. 477, Rehzbiiitation Tm: Ciredit and low-?..co~ Housing Tax Credt, p. LA- 
28, d-59. 



Micl7ael J. .Novozgzdac deAnonsrrates the potential 

increase in the in temal rate of return that results when 

project costs are segregated and depreciated over zxh 

applicable reco veAry pe,iod. 

??

Michael J. Novogradac, 
CPA, is the managing part- 
ner of the public accounting 
firm oi Novogradac & 
Company LLP, CPAs, head- 
quartered in San Francisco. 

@ 1997, MI. Novograaiz 

n dcuiaring 3 low-income housing tax credit 
(LIHC)’ project’s internal rate of return @RX), 
corporate investors often assume that the e3- 

tire depreciibfe basis wiil be recovered over the 
depreciable life of the building. This translates into --‘_- 
a depreciabIe life of either 27.5 or 40. years, de- 
pending on the investment partnership ,strucrure. 
Corporate investors can impmve their anticipated 
IRR by sez~e+ing project costs and depreciating _- 
each cost over its appikble recovery period. Seg- -._ 
regating project costs among. building, site. in--_ 
provements. and personal property, and 
depreciating exh cost accordingiy, wiiI usually sig- 
nificanriy acce!e.me depreciation deductions. This 
accefe,ation of de+xiation deductions will gener- 
aiIy accelerate tax savings and geenerate a higher 
IRR. In lieu of enhan& yiekis, LIHC deve!opers 

1 rs’ dewiied discussion oi the low-income housing KU cxdit 
is kvond the scn~e oi this xticle. For LI detailed discussion - 
rep&in5 the few-income housing fax credit. see Novopdac & 
Comuanv UP. LOW-INCOME HOUSING TAX Cmm HANDEOOK 
(C!d. &xmimur. C;llngb 1996). 
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un use cost segregation studies to increase fax 
losses and. as such, increase the amount of upirai 
invested by their parmeriinvestor. 

a - IRR Cdxiation 

The IRR uicuiation is rheorerically composed 
of three major ite.ms: 

(1) the !ow-income housing tax credit:2 
(2) ah flow from opeznions (and sale) of the 

projec:: and 
(3) the tax benefit (cost) of taxable losses 

(incomej. 
In an LIHC project, the predominant tax beneiit is 
the credit itseif. Investors rareiy txpecr that they 
wiil receive any cash flow, so cash rlow is gene.tiy 
omitted from the IRR uicuiation. This leaves ??AX 
losses as the !asr significant component of yieid. AS 
such, tax losses are a sma.iIer but signiiicanr por- 
tion of the invesrois _yieid. Furthermore. over the 
last fe5.v years credit prices have been rising, forc- 
ing investor yields to fail. As investor yie!ds fail. 
the porrion of the yield attribursbie to tax Iosses 
increases. increesing the imporc3nce of cost sqe- 
gation studies. 

The increcse in the number of tax~xe.mut 
bond LIHC projecrs has also raised the imporrank 

?? of cost se-non studies. In a tax-exenpr bond 
LIHC project, the tax credits generated are iess 
than half the credits avaiiable- in most taxabie 
bond projects3 Tax-exempt bond LIHC deveiop- 
errs are wiiIing to take the ,mducdon in tax credits 
beuuse they achieve a Iower inrerest rate on the 
tax-exempt bonds they use to finance the del&p- 
memJ Nonetheless, in such a transaction, the im- 
portance of the tax losses. as a funcrion of the tax 
credits. is more than twice that of a taxable bond 
development. 

The LRR ca.kStion is made on an after-tax 
basis and generally is calculated on a quarteriy 
basis. The quarteriy-based calculation is used be- 

cause corporate investors are required to m&e 
estimated.-tax payments on a quakiy basis. AS 
such, corporations are able to realize the cash flow 
savings from the tax benefits of an LIHC invest- 
ment on a quarterly basis as they lower their quar- 
teriy estimated tax payments. 

Before and After Comparison 

The following exampie demonstrates the po- 
tential increase in the IRR when pro&r costs are 
searegaared and depreciated accordin&. For com- 
p&on purposes, we have anaiyzed the effecti of 
cost segregation on both a for-profit and a non- 
profit ownership suucrure. We Ihave aiso analyzed 
the effects on both a taxable and ta.x~xe.mpt bond 
transaction. Our assumptions are as foilows: 

1. 

3 _. 

3. 

4. 

5. 
6. 

7. 

8. 

9. 

10. 
11. 

Proiecr costs of $8,X0.000 (inciudes land 
and depreciabie assets). 
Total tax credits alloured to Limited part- 
ners: S6.740,542 ($2,866.000 for the tax-ex- 
empt bond project). 
Bank Ioan of S3,850.000 at 8.65% interest 
($5.950,000 at 6.25% inceresr for the tax-’ 
exe.mpt bond projecr), amortized ratabiy 
over 30 years. 
Limited partner conuiourion in Year One 
of S4,125,000 (S2,000,000 for the tax-ex- 
empt bond project). 
Taxpayer is on the accrual basis. 
In the first year of stabiked occupancy, net 
operatingincome is S481,517. 
Debt service is 530,013 monthly (tax-ex- 
empr debt setice is $36,635 monthly). 
Limited partners assume x0 cash disuibu- 
tions for interrai rate of rerurn uicuiations. 
Income increeses at 2% a year. Expenses 
increase at 3% a year. 
Stabilized vacmcl at 5%. 

. _ 

Ekrive fede.ml and state income tax rate of 
40%. -. _ 

4 

: For s~uisirionirrhabiliucion devef- 
opments. hisronc ;;ur crcdirs may also bc 

Bonds-The Not-So-Automaric Credits.” For 2 derzkti discussion qarding tax- 

available. Sa IRC Sec. 481gj. 
7 LIHC 3lonrhi.v Regorc 2 (Mic~h~ei j. 

J RK~XCI S. Goldstem 3nd He:ben F. 
Novopdztc 19961. 

exempt bonds. sa Novogzc~~ & Com- 

??A dewied discllssion of Ux-exenpr 
pany LLP. LOW-INCOME HOUSING TAX&K- 

Slevens, “TLIX Credits With Tax-Exempt bonds is beyond rhe scope oi thas tide. 
EhiPT BOND H~No8OOK(Novo~radac & 
Company UP 1996). 
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100% For- 
Ownmhip type . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .; . . . proiit 

(9% Credit) 

Cost-Segregation . . . . . . . . VO . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Depreciarion 
BuildinS . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100’1, / 27.5 yrs 
Site !mpmvcmccr . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Pcrsonai Propcrry . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

IRR . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ..lS.o(ly1 
Syndication proceeds . . . . . . . . . _ . . _ . . . . . . . . . . . . . . . . . . . . . . . .54.125.000 

100% For- 
pmiit 
(9% Credit) 
Yw 

100% Nnn- 
prniil 
(95 Cndit) 
No 

ICOYS Non- 
proiil 
(0% Crcciit 1 
YW 

82% / 27.5 yn 
12% / 15 yls 
6% / i vrs 
16.OYB 
s4139.000 
al 15.002 
Yield 

1005 / 10 ~rs 

13.99% 
S4.:2%lO 

a25 / 41) yr; 
12% / Xl yts 
62/ IOyq 
14.74% 
$4.250.0(X) 
al 13.99% 
Yield 

Scenario 
--I 

V VI VII VIII 

Ownership type . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ..Tax-Excmpt 
1000 For- 
profit 

Cosl-SeqreSation............................................Uo 
Deprecxauun 

Buiidinq.................................................lOOg/27.5y~ 
Site impmvcmcnt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Personai Pmpcrty 

IRR . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ..lS.oO~ 
Syndication proceeds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2.0(xl.000 

Tax-Exempt Tax-ikmpl Tax-ExcmpL 
loo!& For- 100% Non- 100% Nnn- 
profit prnii L proiil 

YCS Nn YCS 

a25 127.5 yt5 
12% / 15 yr5 
h%/iyrs 
17.672 
$a.! 65.500 
at 15.00% 
Yicid 

100% / 40 yrs 

1276’3 

$2.000000 

a22 / ti) YE 
1216 / 20 yo 

6%/ IOyrs 

14.42’5 

$2.125.0(x, 
at 1276% 
Yield 

The above exampie demonstrates how the 
proper segregation of costs cm increase annual 
depreckion expense and, as a result, may incrae 
taxable !osses and the project’s IRR. The exampie 
demonstrates that for both the for-profit and the 
non-profit ownership structure, the IRR can in- 
crease some*.vherr between 5.4 pe.=nt and 7.3 per- 
cent (tiom 15.00 percent to 16.08 percent for a for- 
profit, 9 percent tax credit project and from 13.99 
percent to 14.74 percent for a non-profit, 9 percent 
tax credit project). In the example above, this in-. 
m in yield could be translated into an increase 
in syndication proceeds of about S164,OOO on a 
for-pro%. 9 peArcent transaction and S125,OOO on a 
non-profit, 9 pe.rcent projec:. The acmal increase 
in the IRR will vary according to the relative cost 
of the three major components of depreciable 
property: building, site improveaents, and per- 
sonal properry. The potential increase in syndica- 
tion proceeds will simiiariy vary. 

For the taxexempt, for-profit project, yie!ds 
jump 17.8 pe.rcent (from 15.00 percat to 17.67 
percent) which translates to $165,000 of extra syn- 
dication pro& at a 15 percent yield. For the tax- 
exempt, non-profit project, yiekls jump 13 percent 
(from 12.76 to 14.42 percent) which translates to 
$125,000 of extra syndication proceeds at the 1276 
percent yieid. Gzne.raily, as the amount of depre- 
ciable property in-es, the capital that. will be 
invested by potenti investors-d increase. 5 

It is worth noting that in calculating the poten- 
tial increase in syndication proceeds, it is assum&- 
that the increased equity is used to pay a nonde- 
ductible expense. To the extent that the increased 
fee generates additional deductions, an iterative 
calculation resuits: that being an inc,zzse in losses 
generating a smaller increase in tax benefits and 
the increased tax benefits generating increased 
equity and so forth. 

J Michci J. Novogadacsnd Stephm B. 
Tnfy, ‘Trurment oi Land Pre~armon 

Costs in a Low-Income Housirq Tax Credit Develoomenr.” 23 /. Rui bf. 
Tjr’n. IS6 (Whiter. 19961. 
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’ Although the method of segregating costs is 
the same for both the for-protit and the non-profit 
ownenhip structure, the non-profit ownership 
strucrure is required to use !onger depreciable lives 
for the buiiding, site improvements and personal 
property.6 .4s seen in the exunpie above, the depre- 
ciable life requirements for property owned via a. 
non-profit structure are longer than those of the 
for-profit strucrure. Both entities will see inc,xrses 
in the IRR when a cost segregation study is used in 
computing the IRR. 

Segregation of Depreciable Costs 
Tne segregation of denreciable costs to buiid- 

ing, site imurovements, and ne.rsonai properry wiil 
vary depenhing on the par&&r circumstances 
within a particiiiar low-income housing projecr. 
The rehtive percentage of costs ailocated to buiid- 
inn, site improveaents, and personai prope.rry c3n 
va-v grezriy across different types of deve!opmecrs. 

Categorizing Costs 
Building cos:s to be capitalized and depreci- 

ated gene.raily inciude direc: costs i and indirec: 
costs 3 incurred during the construction of the 
prope.rry. Direc: costs may include labor, materi- 
als. equipment. and subcontractors fees. Indirec: 
costs may inc!ude construcrion loan interest, in- 
surance. permit and license fees, taxes, architec- 
tural and legal fees, accounting fees, and buiide’s 
profit and overhad. 

Site improvements to be capitalized and de- 
preciated generaily indude improvements made 
direly or indirecrly to the land, provided such 
improvements are subject to wear and tear over 
time. Genedy, most of the costs associated with 
site preparation, walkways. paving, and landscap- 
ing are depreciable by virrue of the fact that they 
are a wasting asset.9 

PersonaI prope.rry cosfS t0 be upitaiized and 
depreciated ii&de furniture, fntures and equip- 
ment such as carpets, refrigez~tors, dishwashers, 
washers and dryers. 

Nondepreciable Costs 

The emphasis of this arricie is on depreciable 
costs because depreciabIe costs refiecr the greater 
portion of cost recove.ry items in an LIHC invesr- 
menr. Furthermore. the majority of the costs in- 
cluded in depreciaioie basis are aiso inciucied in 
eiigikoie basis for ~urpose-s of uicaiating the annual 
LIHC a pro@: ~ti gene,mte. 

However. LIHC investors and developers 
should aiso review cost segregation as it appiies to 
nondepreciable costs. Name!y, arrenrion should be 
given to properiy apportioning nondepreciabie 
costs among other assets. some of which are sub- 
jeer to amortization. The major amortizable costs 
found in a LIHC pro+ are: 

1. loan fees: 
2. organization cosrs; lo and 
3. start-up costs. ’ * 
Loan fees are amortized over the life of the 

loan. Organization cosrs and start-up costs are am- 
ortized over five yez-s, if the proper tax e&ions 
are made. 

Conciusion 

Although the administrative costs and the fi- 
nanciai benerirs of performing a cost segregation 
study will vary depending on the particular cir- 
cumstances within a lo%income housing project, = 
the financial benefits wiU generally outweigh the 
administrative costs. Borh corporate investors in 
and rd estare deve!opers of LIHC projects should.. 
consider the benefits of pe.rforming a cost segrega- - 
tion study. 

6 See IRC Sec. 168&j(I)(B) re+ing y Novogmiac 3c Comoany UP. LOW- ” IRC 5~. i 95. 
hx-exemm use oropeny. INCOME ~~OUZING TAX CREDIT HArrDsooK 

’ IRC Set ‘63AW?l(A) 
R IRC 5h %3A(aj(Z?(B): 

at I 13 Uark. Boardman. Cdlaghan 1996). 
‘” IRC Sec. 709. 
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By .Mark A. Luscombe __ -- 2. 

Officially, the topic of what qualifies for the - --- 
research credit under Section 41 1 should be -~ 
viewed as a moot point right now. The research - ----. --- 
credit expired on May 31, 1997. Given, however, 
that tax legislation appezus likeiy this yezzr and that -- - 
both the House and Senate versions of the tax biiI . . -. -. 
include an extension of the research credit, the -. Y- - --- 
avaiiability of the research cre&t for softwzFde- 
velopment remains a fairly hot topic. _ :_ _- _ ..-- 

Section 41(d)(4)(E) provides the following 
with respect to activities for which the research 
credit is not allowed: 

Computer Software.--Except to the extent 
provided ixi regulations, any research with 
ksoect to com&.mzr softwak which is de- 
vefbped by (or-for the benefit of) the tax- 
pay& primarily for internal use by the 
taxpayer. other rhan for use in- 

Mark A. Lurcombe, J.D., LL.M., CPA, is Principoi Anoiyst 
for Fecieroi Tox ot CCii INCORPORATED. 

0 1997, CC3 INCORPORA TED 
L 

1 Uniess orhcmise indicated. 311 srau~tory rekrences are to 
the Intemai Revenue Code oi 1986. as amended (Lhe “Code”). 
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(i) an activity which constitutes q$iiied 

. 

research (determined with regard to C~IS sub- 
paragraph); or 

(ii) a production process with respec: to 
which the requirements of paragraph (1) se 
met. 

Paragraph (1) refers to the definition of “quaiified 
research” as research which is undertaken for the 
purpose of discovering information which is tech- 
noiogicaJ in nature; the application of which is 
intended to be useful in. the development of a new 
or improved business component of the taxpayer. 
and substantially all of the activities of which con- 
stitute e!e.ments of a process of experimentation for 
a purpose of a new or improved function, perform- 
.:lrice or reliability, or quality. 

On December 31; 1996, the IRS promuigared 
proposed regulations pursuant to the direction in 
the above quoted statutory l&guage.a The pro- 
posed reguiations utilize a facts and circumstances 
test to evaiuate the inter& use software under 
tests of being innovative in nature, involving sig- 
nificant economic risk. and not being cornmer- 
ciaily available. The facts and circumstances 
analysis is to be applied only to the development of 

a 

new or improved software independent of the ef- 
feet of any modifications on re!aated hardware or 
other software, and only if the software meets a 
high threshold of innovation. The proposed reguia- 
tions aiso~ciarify that inter& use software is eiis$- 
bie for the credit where it is developed for use 
under the two specific criteria listed in the stat- 
me-in an activity or as part of a production pro- 
cess that otherwise qualifies for the research credit. 
The proposed regulations also state that software 
and hardware deveioped together as a single prod- 
uct to provide technological services to a tax- 
payer’s customers are to be evaiuated as a single 
product. The software is not to-be subjected to the 
facts and circumstances test separateiy. 

Practitioners have generally been conce.med 
that the proposed regulations leave too much to 
interpretation and provide little guidance so that 
taxpayers can feei confident in ciaim.ing the re- 
search credit on any particuiar software deveiop- 

L ment project. The concern has been hi~@iggted by 
the recent Unired Skwiones case.3 The issue in this 
case. decided on .W.uch 18. 1997 by the U.S. Dis- 
trict Court for the Northern District of Illinois. waz 
whether seven inre.rnal use computer programs de- - 

veioped by a large office products wholes&r met 
the requirements of being innovative and devei- 
.oped at significant economic risk (the fact they 
_we.re not commerciaily available was conceded). 
The programs served to automate and computeztie. 
the taxpayer’s business operations. inciuding dccu- 
ment retention and rerrievai: centrai invoicing; or- 
der entry; inventory records. forecasting and 
replenishment: and automated shipping. 

The court heid that the computer programs 
were not innovative. They were found to have 
“simpiy increased efficiency and revenues for 
Plaintirf.” and did not create a revoiutionary new 
way to organize business such that the “efficiency 
or productivity of the marker wouid be greatly 
affected.” Second, the court said that the develop- 
ment of the programs did not involve an economtc 
tisk, stating that improved internai efficiency 
“does not e!evare internal use software into a mar- 
ket enhancing product.” The focus of the court on 
the lack of extemai importance of the software has 
raised sign.iiicant concerns that a requireaent that 
inter& use software have external signir’iunce 
serves to reduce the Secrion 41(d)(4)(E) exception 
to nothing. The Tax Executives Institute has cited 
evidence that IRS fieid agents are touting the 
Unired Starioners decision around the country for 
just such a requirement of external importance. 

If the proposed regulations are to meoningfuily - 
preserve a research credit for inte.mai use software. 
it is felt that they must be more concrete in provid- 
ing better definitions and examples of what is - ‘. 
meant by “innovative, ” “not co~.&~~a~aJa- .-- 
ble” and “significant economic risk’*- The. addi- - 
tionai requirement that the software meet .“a high 
threshold of innovation” appears to sugest that it-7V -_- ___ . . 
is not enough to be mereiy “innovaiive,” perhaps 
setting a higher threshdd for computer software 
than otherwise required for the-research- credir -- :- 
under Section 3 1. 

The court in Unired Sfarioners referred to the 
fact that the scopeand appliubiliity of the research 
credir remains ambiguous in spite of the statutory 
criteria and exclusions. The court ako referred to -.- 
the dearth of case law in the area. Many practition- 
ers fee! that the proposed regulations do not serve 
to meaningfully f111 that gap. Hopefully, the final 
regulations wiil. 

2 Prop. Recz. 8 IAllte!. J United .SL;lrroners. Inc. v. U.S.. 97-1 
l!!jTc: 50.157. 
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